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COST  ACCOUNTING  STANDARDS 
BOARD 

[4  CFR  Porto  417,  418,  419,  420,  421] 
COST  ACCOUNTING  STANDARDS 

Indiroct  Cost  Allocation 

AGENCY:  Cost  Accounting  Standards 
Board. 

ACTION:  Proposed  rule. 

SUMMARY:  The  Board  is  proposing 
five  Standards  which  would  deal  with 
the  allocation  of  various  indirect  costs. 
When  adopted  the  Standards  will 
VPly  to  negotiated  national  defense 
contracts  subject  to  Pub.  L.  91-379. 
The  Standards  are  the  result  of  an  ex¬ 
tensive  study  which  the  Board  has  un¬ 
dertaken  as  part  of  its  responsibility  to 
achieve  uniformity  and  consistency  in 


The  five  Standards  being  proposed 
involve  the  following: 

Cost  Accounting  Standard  417— Dis¬ 
tinguishing  Between  Direct  and  In¬ 
direct  Costs 

Cost  Accounting  Standard  417  pro¬ 
vides  criteria  for  consistency  in  deter¬ 
mining  which  costs  shall  be  specifical¬ 
ly  identified  with  and  allocated  to  the 
final  cost  objectives  of  a  period,  as 
direct  costs.  It  requires  that  all  costs 
that  satisfy  these  criteria  must  be  ac¬ 
counted  for  as  direct  costs.  It  provides 
generally  that  costs  not  meeting  the 
criteria  for  a  direct  cost  shall  be  classi¬ 
fied  as  indirect  and  be  grouped  in  ho¬ 
mogeneous  indirect  cost  pools  for  allo¬ 
cation  to  cost  objectives  in  accordance 
with  the  requirements  of  other  Cost 
Accounting  Standards  and  the  con¬ 
tractor’s  disclosed  or  established  cost 
accoimting  practices. 

Cost  Accounting  Standard  418— 
Aixocation  or  Service  Center  Costs 

Cost  Accounting  Standard  418  pro¬ 
vides  a  hierarchy  of  measures  for  the 
allocation  of  service  center  costs.  In 
descending  order  of  preferability  the 


the  cost  accoimting  principles  to  be 
followed  by  defense  contractors  and 
subcontractors  under  Federal  con¬ 
tracts. 

DATE:  Coomients  are  due  July  17, 
1978. 

FOR  FURTHER  INFORMA-nON 
CONTACT. 

Arthur  Schoenhaut.  Executive  Sec¬ 
retary,  Cost  Accounting  Standards 
Board.  441  O  Street  NW.,  Washing¬ 
ton,  D.C.  20548,  202-275-6111. 

SUPPLEMENTARY  INPORMA-nON: 
For  some  time  the  Cost  Accounting 
Standards  Board  has  had  underway  a 
comprehensive  project  to  deal  with 
the  allocation  of  direct  and  Indirect 
costs  to  cost  objectives.  After  exten¬ 
sive  research  the  five  proposed  Stan¬ 
dards  being  published  today  have  been 
developed.  The  Standards  deal  with 
various  aspects  of  indirect  costs  as  in¬ 
dicated  by  Xhe  following  table. 


allocation  measures  are:  (1)  a  resource 
consumption  measure,  (2)  an  output 
measure,  and  (3)  a  surrogate  that  is 
representative  of  resources  used.  CAS 
418  aUows  the  use  of  standard  costs  in 
allocating  service  center  costs.  It  also 
provides  guidelines  in  aUocating  such 
service  center  costs  among  service  cen¬ 
ters. 


Cost  Accounting  Standard  419— Allo¬ 
cation  OP  Material-Related  Over¬ 
head  Costs 

Cost  Accounting  Standard  419  pro¬ 
vides  for  accumulating  the  material- 
related  overhead  costs  of  a  business 
unit  into  at  least  one  overhead  pooL 
The  material-related  overhead  pooKs) 
will  be  allocated  to  final  cost  objec¬ 
tives  and  other  specified  cost  objec¬ 
tives  using  a  measure  expressed  in 
terms  of  either  direct  material  cost  or 
a  physical  characteristic  of  direct  ma¬ 
terials.  The  proposed  Standard  gives 
guidance  for  the  number  and  type  of 
overhead  pools  to  be  established.  How¬ 
ever,  a  single  overhead  pool  is  permit¬ 
ted  provided  substantially  the  same  al¬ 
location  results  as  would  result  if  sev¬ 
eral  pools  were  used. 


Cost  Accounting  Standard  420— Allo¬ 
cation  OF  Manufacturing,  Engi¬ 
neering.  AND  Comparable  Overhead 

Costs 

Cost  Accounting  Standard  420  pro¬ 
vides  for  accumulating  all  overhead 
costs,  except  material-related  over¬ 
head  costs,  in  three  tjrpes  of  pools. 
The  tsrpes  of  pools  to  be  established 
are  determined  by  application  of  the 
criteria  provided  in  the  Standard  to  a 
business  unit’s  production  circum¬ 
stances.  ’The  proposed  Standard  pro¬ 
vides  for  allocation  of  overhead  costs 
to  final  cost  objectives  and  other  speci¬ 
fied  cost  objectives.  It  also  establishes 
the  criteria  concerning  the  selection 
and  composition  of  the  allocation 
bases. 

Cost  Accounting  Standard  421— 
Allocation  of  Indirect  Costs 

Cost  Accounting  Standard  421  pro¬ 
vides  that  when  items  of  indirect  cost 
are  not  specifically  covered  by  any 
other  Cost  Accounting  Standard,  CAS 
421  governs  the  accumulation  of  costs 
in  indirect  cost  pools  and  the  selection 
of  allocation  measures  based  on  the 
beneficial  or  causal  relationship.  The 
Standard  provides  for  guidance  in  de¬ 
termining  the  homegeneity  of  an  indi¬ 
rect  cost  pool,  and  establishes  a  hierar¬ 
chy  of  allocation  measures:  (1)  a  mea¬ 
sure  of  resource  consumption,  (2)  an 
output  measure,  (3)  a  surrogate  for 
consumption  or  output,  or  (4)  a  mea¬ 
sure  representative  of  the  benefiting 
activities. 

Interested  parties  have  suggested  to 
the  Board  that  comments  on  any 
Standards  in  this  area  could  be  better 
prepared  if  aU  the  Standards  currently 
being  proposed  to  cover  this  cost  ac¬ 
counting  area  were  published  togeth¬ 
er.  The  Bosuxl  believes  that  this  sug¬ 
gestion  has  merit.  Consequently,  it  has 
delayed  publication  of  several  of  these 
Standards  untO  this  time.  It  has  also 
been  suggested  to  the  Board  that 
Standards  resulting  from  this  proposal 
should  have  the  same  effective  date. 
Such  action,  the  Board  has  been  ad¬ 
vised.  will  simplify  the  implementation 
process  significantly.  The  Board’s  re¬ 
search  indicates  that  this  suggestion 
also  has  merit.  Therefore  it  is  intend¬ 
ed  that  all  promulgations  which  result 
from  this  proposal  will  be  published  at 
the  same  time  and  will  have  a  common 
effective  date. 

The  Board  recognizes  that  the  five 
proposed  Standards  which  represent  a 
major  undertaking  by  the  Board  in¬ 
volve  complex  accounting  matters. 
Analysis  by  those  interested  in  submit¬ 
ting  comments  on  the  proposals  Is 
likely  to  require  more  than  the  ordi¬ 
nary  length  of  time.  In  recognition  of 
this,  the  Board  has  determined  that 
an  extended  period  of  time  should  be 
allowed  for  comment.  Therefore,  the 
due  date  for  comments  on  these  prp- 


Type  of  indirect  cost  pool  Purpose  of  the  pool  Appropriste  allocation  measurets) 


Service  center  ..........................  Accumulates  Indirect  costs  relating  to  Generally  a  consumption  measure  or 

provision  of  serviceB.  an  output  measure;  when 

both,  a  surrogate. 

Overhead  pool ................... _ _  Accumulates  Indirect  costs  relating  to  A  broad-based  measure  such  as  total 

the  measurement  of  productlon-re-  direct  labor  hours  representative  of 
lated  functional  activities.  management  actlvltlm  relating  to 

productioii. 

Business  unit  OdtA  expenses  Accumulates  indirect  costs  relating  to  A  broad-based  measure  such  as  total 
overall  maiugement  actlviUes.  cost  input  relevant  in  the  contest  of 

overall  managemmit  acUvlUes  relat¬ 
ed  to  the  business  unit. 

Other... — Accumulates  those  indirect  costs  not  A  hierarchy  of  aUocation  measures  In 
covered  by  any  other  specific  cost  descending  order  of  preferability, 
accoimting  standard. 
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posals  has  been  established  as  July  17. 
1978.  Interested  puties  are  invited  to 
submit  written  ccmunents  by  that 
date.  All  written  comments  made  pur¬ 
suant  to  this  notice  will  be  made  avail¬ 
able  for  public  inspection  at  the 
Board’s  office  during  regular  business 
hours. 

In  order  to  facilitate  analysis  by 
both  the  Board  and  members  of  the 
public,  those  who  comment  are  urged 
to  separate  comments  relating  to  indi¬ 
vidual  Standards  from  their  general 
evaluations.  Commentators  are  also 
urged  to  submit  any  data  regarding 
any  increases  or  decreases  in  costs 
that  might  result  from  thse  Standards 
and  whether  any  such  increases  or  de¬ 
creases  would  be  one-time  or  continu¬ 
ing.  Such  data  together  with  other 
comments  will  assist  the  Board  in  eval¬ 
uating  the  proposed  costs  of  imple¬ 
mentation  of  the  Standards,  including 
Inflationary  effects  if  any.  and  the 
probable  benefits  including  advan¬ 
tages  and  improvements  in  the  pricing, 
the  administration,  and  the  settlement 
of  contracts.  Information  on  costs,  in¬ 
flationary  effects,  and  benefits  may  be 
submitted  on  the  basis  of  either  a 
Standard  by  Standard  analysis  or  an 
evaluation  of  all  five  Standards  as  a 
unit. 

It  is  proposed  to  add  new  parts  417, 
418,  419,  420,  and  421  to  read  as  fol¬ 
lows: 

PART  417— DISTINGUISHING 
BETWEEN  DIRECT  AND  INDIRECT 
COSTS 

Sec. 

417.10  General  applicability. 

417.20  Purpose. 

417.30  DefiniUons. 

417.40  Fundamental  requirement. 

417.50  Techniques  for  application. 

417.60  Illustrations. 

417.70  Exemptions. 

417.80  Effective  date. 

AuTHOBiTr:  Sec.  719  of  the  Defense  Pro¬ 
duction  Act  of  1950,  as  amended.  Pub.  L.  91- 
379,  50  UA.C.  App.  2168. 

8  417.10  (General  applicability. 

General  applicability  of  this  Cost 
Accounting  Standard  is  established  by 
section  331.30  of  the  Board’s  regula¬ 
tions  on  applicability,  exemption,  and 
waiver  of  the  requirement  to  include 
the  Cost  Accounting  Standards  con¬ 
tract  clause  in  negotiated  defense 
prime  contracts  and  subcontracts  (4 
CFR  331.30). 

8  417.20  Purpose. 

The  purpose  of  this  Cost  Accounting 
Standard  is  to  provide  criteria  for  dis¬ 
tinguishing  direct  costs  from  indirect 
costs  based  on  the  relationship  of 
costs  to  final  cost  objectives. 

8  417.30  Definitions. 

(a)  The  following  are  definitions  of 
terms  prominent  in  this  Standard: 


(1)  Allocate.  To  assign  an  item  of 
cost,  or  a  group  of  items  of  cost,  to  one 
or  more  cost  objectives.  This  term  in¬ 
cludes  both  direct  assignment  of  cost 
and  the  reassignment  of  a  share  from 
an  indirect  cost  pool. 

(2)  Coat  objective.  A  function,  orga¬ 
nizational  subdivision,  contract,  or 
other  work  unit  for  which  cost  data 
are  desired  and  for  which  provision  is 
made  to  accumulate  and  measure  the 
cost  of  processes,  products.  Jobs,  cap¬ 
italized  projects,  etc. 

(3)  Direct  cost  Any  cost  which  is 
identified  specifically  with  a  particular 
final  cost  objective.  Direct  costs  are 
not  limited  to  items  which  are  incorpo¬ 
rated  in  the  end  product  as  material  or 
labor.  Costs  identified  specifically  with 
a  contract  are  direct  costs  of  that  con¬ 
tract.  All  costs  identified  specifically 
with  other  final  cost  objectives  of  the 
contractor  are  direct  costs  of  those 
cost  objectives. 

(4)  Final  cost  objectives.  A  cost  ob¬ 
jective  which  has  allocated  to  it  both 
direct  and  indirect  costs,  and,  in  the 
contractor’s  accumulation  system,  is 
one  of  the  final  accumulation  points. 

(5)  Indirect  cost  Any  cost  not  direct¬ 
ly  identified  with  a  single  final  cost  ob¬ 
jective,  but  identified  with  two  or 
more  final  cost  objectives  or  with  at 
least  one  intermediate  cost  objective. 

(6)  Indirect  cost  pool  A  grouping  of 
incurred  costs  identified  with  two  or 
more  cost  objectives  but  not  identified 
with  any  final  cost  objective. 

8  417.40  Fundamental  requirement 

(a)  A  cost  shall  be  accoimted  for  as  a 
direct  cost  and  be  allocated  only  to  the 
final  cost  objective  with  which  it  is 
identified  if: 

(1)  The  beneficial  or  causal  relation¬ 
ship  between  the  incurrence  of  the 
cost  and  the  final  cost  objective  is 
clear  and  exclusive;  and. 

(2)  The  amount  of  the  cost  identi¬ 
fied  with  a  resource  used  directly  on 
or  applied  directly  to  the  final  cost  ob¬ 
jective  is  readily  and  economically 
measurable  without  undue  administra¬ 
tive  effort;  and, 

(3)  All  other  costs  inciured  for  the 
same  purpose  in  like  circumstances 
can  also  be  identified  specifically  with 
particular  final  cost  objectives  and  ac¬ 
counted  for  as  direct  costs  in  compli¬ 
ance  with  4  CFR  402. 

(b)  Costs  which  do  not  satisfy  the 
criteria  of  (a)  above  shall  be  identified 
and  accounted  for  as  indirect  costs, 
and  grouped  in  homogeneous  indirect 
cost  pools  for  allocation  to  cost  objec¬ 
tives  in  accordance  with  applicable 
Cost  Accoimting  Standards  and  the 
contractor’s  disclosed  or  established 
cost  accounting  practices. 

8  417.50  Techniques  for  application. 

(a)  (1)  The  beneficial  or  causal  rela¬ 
tionship  between  the  incurrence  of  a 
cost  and  a  final  cost  objective  shall  be 


deemed  to  be  clear  and  exclusive  if  the 
unit  of  labor,  material,  or  other  t3i)e 
of  resource  (resource)  with  which  that 
cost  is  identified  is  used  on  mr  am>lied 
to  that  final  cost  objective  and  that  re¬ 
source  is  separable  from  resources 
used  on  other  cost  objectives. 

(2)  Costs  identified  with  a  resource 
used  directly  on  or  applied  directly  to 
a  final  cost  objective  shall  be  limited 
to  the  costs  of  that  resource  that  vary 
directly  with  its  consumption. 

(b)  Where  the  imits  of  a  resource 
used  directly  on  or  applied  directly  to 
final  cost  objectives  are  interchange¬ 
able,  and  the  cost  of  that  resource 
meets  the  requirements  of  8417.40(a), 
the  amount  of  cost  to  be  allocated  to 
particular  final  cost  objectives  may  be 
determined  on  the  basis  of  an  average 
cost  of  the  units  used  or  applied.  Costs 
accounted  for  in  this  manner  are 
direct  costs. 

(c)  Costs  allocated  to  final  cost  ob¬ 
jectives  from  a  service  center  shall  be 
treated  as  other  direct  costs  of  those 
final  cost  objectives. 

(d)  Costs  incurred  in  the  production 
of  goods  for  multiple  final  cost  objec¬ 
tives  may  be  acciunulated  in  an  inter¬ 
mediate  cost  objective  and  be  allocated 
to  the  final  cost  objectives  receiving 
the  output  of  that  production  on  the 
basis  of  a  cost  per  unit  of  such  output. 
Costs  accoimted  for  in  this  manner 
shall  be  treated  as  direct  costs  of  the 
final  cost  objectives. 

(e)  Direct  costs  of  minor  dollar 
amount  may  be  accounted  for  as  indi¬ 
rect  costs  as  provided  for  in  4  CFR 
402.S0(e) 

8  417.60  Illustratioiu. 

(a)  Contractor  A  has  various  classifi¬ 
cations  of  engineers  whose  time  is 
spent  in  working  directly  on  the  pro¬ 
duction  of  the  goods  or  services  called 
for  by  contracts  and  other  final  cost 
objectives.  The  circumstances  under 
which  they  work  are  such  that  it  is 
practical  and  economical  to  keep  de¬ 
tailed  time  records  of  all  work  per¬ 
formed  by  these  engineers,  and  to 
report  all  hours  worked  against  pre-es¬ 
tablished  Job/account  numbers  repre¬ 
senting  particular  cost  objectives.  On 
the  basis  of  these  detailed  time  re¬ 
ports.  Contractor  A  allocates  the  labor 
costs  of  these  engineers  as  direct  labor 
costs  of  final  cost  objectives.  This 
practice  is  in  compliance  with  the  re¬ 
quirements  of  8  417.4(Ka). 

(b)  Contractor  B  has  personnel  who 
work  on  budgets.  Job  cost  analyses, 
and  reports,  under  circumstances  in 
which  their  time  cannot  practically 
and  economically  be  identified  with 
particular  final  cost  objectives  on  a 
consistent  basis.  Contractor  B  ac¬ 
counts  for  the  labor  costs  of  these  em¬ 
ployees  as  indirect  costs  in  accordance 
with  his  established  cost  accounting 
practices.  This  is  in  compliance  with 
the  requirements  of  8  417.40(b). 
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(c)  Contractor  C  has  a  piUnt  shop, 
employees  of  which  spray-paint  units 
of  the  work-in-process  of  multiple 
final  cost  objectives.  These  employees 
are  grouped  in  homogeneous  group¬ 
ings,  and  records  are  maintained  of 
the  time  spent  by  each  employee  on 
the  work  identified  with  particular 
final  cost  objectives.  An  average  wage 
rate  is  established  for  each  group. 
These  average  rates  are  applied  consis¬ 
tently  covering  all  of  the  spray-paint¬ 
ing  work  performed  by  all  employees 
in  each  group.  The  resultant  costs  are 
allocated  as  direct  labor  costs  to  each 
final  cost  objective.  This  cost  account¬ 
ing  treatment  is  in  compliance  with 
the  provisions  of  §  417.5(Xb). 

(d)  Contractor  D  has  a  shop  in 
which  units  of  material  for  various 
final  cost  objectives  are  painted.  The 
labor  performed  by  employees  working 
on  material  for  final  cost  objectives 
meets  the  clear  and  exclusive  test  set 
out  in  S417.50(aXl),  and  can  be  spe¬ 
cifically  identified  with  the  individual 
final  cost  objectives.  Also,  the  costs  of 
that  labor  satisfy  all  requirements  of 
§  417.40(a).  The  contractor  charges  the 
costs  of  the  paint  shop  as  direct  labor 
costs  of  the  final  cost  objectives 
worked  on.  by  means  of  a  rate  that  in¬ 
cludes  not  only  the  labor  costs,  but 
also  the  costs  of  materials,  and  other 
costs  of  the  paint  shop.  This  rate  is 
based  on  the  hours  of  direct  labor  per¬ 
formed  by  the  shop.  Section  417.4(Ka) 
requires  that  the  labor  costs  be  allo¬ 
cated  to  the  final  cost  objectives 
worked  on.  Further,  in  accordance 
with  S  417.5(KaK2).  the  direct  labor 
costs  charged  to  the  FCO’s  can  include 
only  the  costs  of  the  labor  resource 
and  cannot  include  materials  and 
other  costs  of  the  paint  shop.  Contrac¬ 
tor  D’s  practices  are  not  in  compliance 
with  CAS  417. 

(e)  Contractor  E  has  a  plating  shop, 
but  is  not  able  to  readily  and  economi¬ 
cally  identify  the  labor  time  spent  on 
particular  final  cost  objectives.  Con¬ 
tractor  E  therefore  establishes  the 
plating  shop  as  a  service  center,  the 
composite  labOT,  material,  and  other 
costs  of  which  are  allocated  to  final 
cost  objectives  based  on  a  measure¬ 
ment  of  output,  and  are  treated  as 
other  direct  costs.  This  practice  is  in 
accordance  with  the  provisions  of 
S417.5(Kc). 

(f)  Contractor  F  uses  a  process  cost 
system  in  the  production  of  parts  and 
components  which  are  to  be  used  on 
multiple  final  cost  objectives.  The  ac¬ 
cumulated  labor,  material,  and  other 
costs  of  each  process  are  identified 
with  the  output  of  that  process  on  the 
basis  of  a  ccnnposite  cost  per  unit  of 
such  output.  The  costs  thus  identified 
with  parUcular  units  of  output  are 
subsequently  allocated  from  the  pro¬ 
cess  cost  center  as  direct  costs  of  the 
individual  final  cost  objectives  with 
which  the  output  is  specifically  identi¬ 


fied.  This  practice  is  in  compliance 
with  §  417.5(Kd). 

§  417.70  Exemptions. 

None  for  this  Standard. 

§  417.80  Effective  date. 

(a)  The  effective  date  of  this  Stan¬ 
dard  is  [reserved]. 

(b)  This  Standard  shall  be  followed 
by  each  contractor  on  or  after  the 
start  of  his  next  cost  accounting 
period  beginning  after  the  receipt  of  a 
contract  to  which  this  Cost  Account¬ 
ing  Standard  is  applicable. 


PART  418— COST  ACCOUNTING 

STANDARD  AUOCATION  OF  SER- 
VICE  CENTER  COSTS 

Sec. 

418.10  General  applicability. 

418.20  Purpose. 

418.30  Definitions. 

418.40  Fundamental  requirement. 

418.50  Techniques  for  application. 

418.60  Illustrations. 

418.70  Exemptions. 

418.80  Effective  date. 

Authority:  Sec.  719  of  the  Defense  Pro¬ 
duction  Act  of  1950,  as  amended.  Pub.  L.  91- 
379,  50  U.S.C.  App.  2168. 

§  418.10  Cieneral  applicability. 

General  applicability  of  this  Cost 
Accounting  Standard  is  established  by 
section  331.30  of  the  Board’s  regula¬ 
tions  on  iqiplicability.  exemption,  and 
waiver  of  the  requirement  to  include 
the  Cost  Accounting  Standards  clause 
in  negotiated  defense  prime  contracts 
and  subcontracts  (4  CFR  331.30). 

§  418.20  Purpose. 

The  purpose  of  this  Cost  Accounting 
Standard  is  to  provide  criteria  for  the 
allocation  of  service  center  costs  to 
other  cost  objectives  based  on  the 
beneficial  or  causal  relationship  be¬ 
tween  such  costs  and  those  cost  objec¬ 
tives.  Consistent  application  of  these 
criteria  will  improve  cost  allocation. 

§  418.30  Definitions. 

(a)  The  following  are  definitions  of 
terms  prominent  in  this  Standard. 

(1)  Indirect  cost  Any  cost  not  direct¬ 
ly  identified  with  a  single  final  cost  ob¬ 
jective.  but  identified  with  two  or 
more  final  cost  objectives  or  with  at 
least  one  intermediate  cost  objective. 

(2)  Indirect  cost  pool  A  grouping  of 
incurred  costs  identified  with  two  or 
more  cost  objectives  but  not  identified 
specifically  with  any  final  cost  objec¬ 
tive. 

(3)  Service  center.  An  intermediate 
cost  objective  which  accumulates  cost 
of  services  provided  to  other  cost  ob¬ 
jectives,  which  services  can  be  identi¬ 
fied  specifically  with  such  other  cost 
objectives. 


(4)  Standard  cost  Any  cost  comput¬ 
ed  with  the  use  of  pre-established 
measures. 

§  418.40  Fundamental  requirement 

Service  center  costs  shall  be  allocat¬ 
ed  to  cost  objectives  in  reasonable  pro¬ 
portion  to  the  beneficial  or  causal  re¬ 
lationship  of  the  service  center  to 
those  cost  objectives,  by  means  of  one 
of  the  following  bases  of  allocation, 
listed  in  the  descending  order  of  pref¬ 
erability:  (Da  resource  consumption 
measure.  (2)  an  output  measure,  or  (3) 
a  surrogate  that  is  representative  of 
resources  used. 

§  418.50  Techniques  for  application. 

(a)  Selection  of  allocation  measures 
for  a  service  center.  (1)  Where  two  or 
more  tsrpes  of  resources  are  consumed 
in  the  course  of  providing  services,  and 
where  the  consumption  of  these  re¬ 
sources  tends  to  be  proportional  with 
respect  to  a  single  measure,  that  single 
measure  may  be  used  as  the  consump¬ 
tion  measure  of  the  service  center,  and 
serve  as  the  basis  of  allocation  of  costs 
of  the  service  center. 

(2)  Where  consumption  measures 
are  unavailable  or  impractical  to  ascer¬ 
tain.  the  basis  of  allocation  may  be  a 
measurement  of  the  output  of  the  ser¬ 
vice  center.  Output  is  measured  in 
terms  of  units  of  end  product  pro¬ 
duced  by  the  service  center,  such  as 
the  number  of  printed  pages  for  a 
print  shop. 

(3)  Where  both  consiunption  mea¬ 
sures  and  output  measures  are  un¬ 
available  or  impractical  to  ascertain, 
the  basis  of  allocation  shall  be  a  mea¬ 
sure  of  the  activity  of  the  cost  objec¬ 
tives  receiving  services  from  the  ser¬ 
vice  center,  this  measure,  a  surrogate, 
shall  be  representative  of  the  resource 
consumption  or  of  the  output  of  the 
service  center. 

(4)  Where  a  service  center  provides  a 
number  of  services  of  different  value 
of  magnitude  and  the  use  of  a  single 
allocation  measure  does  not  adequate¬ 
ly  reflect  the  proportional  consump¬ 
tion  of  resources,  more  than  one  mea¬ 
sure  shall  be  used.  Each  such  measure 
shall  be  representative  of  the  cost  of 
the  resources  consumed  to  perform 
the  services  rendered. 

(5)  Where  two  or  more  cost  objec¬ 
tives  receive  services  simultaneously, 
the  measure  of  consumption  or  of 
output  during  such  simultaneous  per¬ 
formance  of  service  shaU  be  prorated 
between  or  among  these  cost  objec¬ 
tives. 

(b)  Composition  of  costs  of  a  service 
center.  Costs  of  a  Mrvioe  center  shall 
include  both:  (i)  costs  incurred  by  the 
sservice  center,  and  (ii)  costs  allocated 
to  it. 

(c)  Use  of  standard  costs.  (1)  Where: 
(i)  The  total  cost  of  a  service  center 
for  a  cost  accounting  period  is  pre-es¬ 
tablished,  and  (ii)  the  total  quantity  of 
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services  to  be  provided  in  a  cost  ac¬ 
counting  period  is  pre-esbablished,  the 
resulting  computation  is  a  standard 
cost.  Standard  costs  may  be  used  in  al¬ 
location  costs  of  a  serivce  center. 

(2)  Where  standard  costs  are  in  use 
in  allocating  costs  of  a  service  center, 
and  where  variances  of  a  cost  account¬ 
ing  period  are  material,  these  var¬ 
iances  shall  be  disposed  of  by  allocat¬ 
ing  to  benefiting  cost  objectives  in  pro¬ 
portion  to  standard  costs  initially  allo¬ 
cated  to  these  cost  objectives. 

(d)  Allocation  of  costs  among  service 
centers.  (1)  Allocation  of  costs  from  a 
service  center  to  other  service  centers 
shall  be  made  when  the  cost  of  ser¬ 
vices  provided  is  significant  and  when 
the  allocation  results  in  a  materially 
different  allocation  of  cost  to  final 
cost  objectives. 

(2)  Allocation  of  costs  among  service 
centers  may  be  accomplished  either: 
(i)  by  allocating  costs  of  services  pro¬ 
vided  to  and  received  from  other  ser¬ 
vice  centers  (often  called  the  cross-al¬ 
location  or  reciprocal  method),  or  (ii) 
by  allocation  costs  from  service  cen¬ 
ters  to  other  service  centers  in  a  prede¬ 
termined  order  (often  called  the  se¬ 
quential  method). 

(3)  When  the  aUocation  from  service 
centers  to  other  service  centers  is 
made  in  a  predetermined  order,  a  ser¬ 
vice  center  whose  costs  have  already 
been  allocated  receives  no  further  allo¬ 
cation  from  other  service  centers.  The 
order  of  allocation  shall  be  established 
to  minimize  the  effect  of  not  allocat¬ 
ing  costs  to  those  service  centers 
whose  costs  had  been  previously  allo¬ 
cated.  This  order  of  aUocation  shaU  be 
established  by  aUocating  first  the 
costs  of  service  centers  whfch  general¬ 
ly  receive  the  smaUest  amoimt  of  costs 
from  other  service  centers  and  aUocat¬ 
ing  last  those  service  centers  which 
generally  receive  the  largest  amount 
of  costs  from  other  service  centers. 

(e)  Frequency  of  cost  allocation  or 
standard-cost  revision.  (1)  Costs  of 
service  centers  shaU  be  aUocated  on  an 
a.nniia.1  basis. 

(2)  Where  standard  costs  are  used  to 
aUocate  the  cost  of  a  service  center, 
such  standard  costs  shaU  reflect  the 
anticipated  cost  for  the  cost  account¬ 
ing  period.  Such  standard  costs  shaU 
be  reviewed  at  least  annuaUy.  and  re¬ 
vised  as  necessary  to  reflect  the  antici¬ 
pated  conditions.  The  revised  standard 
costs  ShaU  be  made  effective  after  the 
variances  have  been  disposed  of  as  pro¬ 
vided  for  in  paragraph  (cK2)  above. 
§  418.60  Illustrations. 

(a)  Contractor  A  accounts  for  the 
costs  of  its  wind  tunnel  as  a  service 
center.  Three  major  types  of  resomces 
are  generaUy  consumed  in  the  course 
of  providing  wind-tunnel  services  to 
specific  cost  objectives:  (1)  the  wind 
tunnel  itself.  (2)  power  in  running  the 
wind  tuimel.  and  (3)  engineers’  and  op¬ 
erators’  services  in  observing  and  re¬ 


cording  the  test  results.  Contractor  A 
establishes:  (1)  that  a  single  measure, 
the  machine  hour  of  the  wind-tunnel, 
adequately  reflects  the  consumption 
of  the  wind-timnel  resource,  and  (2) 
that  the  consumption  of  the  other  two 
major  types  of  resources  tends  to  be 
proportional  with  respect  to  that 
single  measure.  Contractor  A  selects 
the  wind-timnel  machine  hour  as  the 
consumption  measure  of  the  wind- 
tunnel  service  center.  Contractor  A’s 
practice  is  in  conformance  with  provi¬ 
sions  of  §  418.50(aKl). 

(b)  Contractor  B  accoimts  for  the 
costs  of  its  technical  typing  services  as 
a  service  center.  In  the  course  of  se¬ 
lecting  an  aUocation  measiure  for  this 
service  center.  Contractor  B  estab¬ 
lishes  that  consumption  measmes  are 
unavaUable  and  impractical  to  ascer¬ 
tain.  and  decides  on  using  the  number 
of  typed  pages  as  aUocation  measure. 
Contractor  B’s  approach  to  selecting 
an  aUocation  measure  and  its  selection 
of  the  number  of  t3q>ed  pages,  an 
output  measure,  as  the  aUocation  mea- 
siire  are  in  conformance  with  provi¬ 
sions  of  §  418.50(aK2). 

(c)  Contractor  C  makes  use  of  an  on¬ 
line  material-cost  and  labor-cost  entry 
and  reporting  system,  whereby  such 
data  are  transmitted  from  terminals 
located  in  various  production  depart¬ 
ments  to  a  centralized  computer  in- 
staUation.  It  accoimts  for  the  cost  of 
this  system  as  a  service  center.  In  the 
course  of  selecting  an  aUocation  mea¬ 
sure  for  this  service  center.  Contractor 
C  established  that  consumption  mea¬ 
sures  are  unavaUable  and  impractical 
to  ascertain,  on  the  ground  that  nu¬ 
merous  entries  are  made  during  each 
day.  each  entry  requiring  only  a  few 
seconds  of  access  time.  It  also  estab¬ 
lishes  that  output  measures  are  also 
unavaUable  and  impractical  to  ascer- 


Contractor  E’s  practices  are  in  con¬ 
formance  with  provisions  of  §418.50 
(a)(1)  with  respect  to  the  selection  of 
aUocation  measures,  and  §  418.50(a)(5) 
with  respect  to  the  proration  of  mea¬ 
sures  when  simultaneous  services  are 
involved. 

(f)  Contractor  F  maintains  a  wind 
tunnel  as  a  service  center.  It  includes 
depreciation  and  occupancy  costs  of 
the  wind  tunnel  in  the  engineering 
overhead  pool,  and  includes  other 
costs  relating  to  the  operation  of  the 
wind  tunnel  in  the  service  center.  Con¬ 
tractor  P’s  practice  is  in  violation  of 


tain,  since  the  number  of  department¬ 
al  cost  reports  is  unrelated  to  the 
number  of  entries  initiated  from  var¬ 
ious  production  departments.  Contrac¬ 
tor  C  selects  the  number  of  entries 
made  by  each  production  department 
as  the  aUocation  measure,  and  estab¬ 
lishes  that  this  measure,  a  surrogate, 
is  representative  of  the  resource  con¬ 
sumption  of  this  service  center.  Con¬ 
tractor  C’s  practice  is  in  conformance 
with  provisions  of  §  418.50(a)(3). 

(d)  Contractor  D  accounts  for  the 
costs  of  its  data  processing  operations 
as  a  service  center.  Three  major  types 
of  services  are  provided  by  the  data- 
processing  service  center:  (1)  systems 
analysis  and  appUcations  program¬ 
ming.  (2)  central  processing  unit  oper¬ 
ations,  and  (3)  off-line  printer  oper¬ 
ations.  Some  users  require  strong  anal¬ 
ysis  and  programming  support,  some 
other  users  make  almost  exclusive  use 
of  the  central  processing  unit,  whUe 
stiU  other  users  require  heavy  use  of 
the  off-line  printer.  Unable  to  find  a 
single  measure  that  adequately  re¬ 
flects  the  proportional  consumption  of 
resources  associated  with  the  three 
types  of  services.  Contractor  D  selects 
three  measures:  (1)  analysts’  and  pro¬ 
grammers’  manhours  for  the  first  type 
of  services.  (2)  central  processing  unit 
time  for  the  second,  and  (3)  pages  of 
printout  for  the  third.  Contractor  D’s 
practice  is  in  conformance  with  provi¬ 
sions  of  §  418.5(KaK4). 

(e)  Contractor  E  accounts  for  the 
costs  of  its  company  aircraft  as  a  ser¬ 
vice  center,  and  selects  the  number  of 
flight  hours,  a  consumption  measure, 
as  the  allocation  measure.  At  the  end 
of  each  trip.  Contractor  E  prorates  the 
flight  hours  whenever  simultaneous 
services  have  been  rendered,  using  the 
flight  logbook  as  the  basis,  as  shown  in 
the  following  schedule: 


§  418.50(b).  since  not  all  costs  incurred 
by  the  service  center  have  been  includ¬ 
ed  in  the  service  center. 

(g)  Contractor  G  allocates  costs  of 
its  aircraft  service  center  by  means  of 
a  standard  cost  based  on  flight  hours. 
For  Year  197X.  it  budgets  the  cost  of 
the  aircraft  service  at  $300,000,  and 
forecasts  the  number  of  flight  hours 
at  1,500  hours,  thereby  setting  a  stan¬ 
dard  cost  of  $200  per  flight  hours. 
During  the  year,  hours  of  flight  time 
used  by,  and  costs  allocated  to,  cost 
objectives  using  the  aircraft  are  as  fol¬ 
lows: 


Trip  No. 


FUsht 

houia 


Number  of  passengers 
by  cost  objective 


Flight  hours  by  cost  objective 


1 .  10 

2 _ _  20 

3  _  15 

4  _ 25 


M 

"lO 


3  _ 


Z 

"25 
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Coat  objecUvea  Houn  Coata 


flown 

allocated 

Service  center  A . . 

_  500 

$100,000 

Overhemd  pool  M 

_  100 

20,000 

_  aoo 

40.000 

400 

80,000 

ToUl . 

_  1.200 

240,000 

Contractor  G’s  practice  is  in  compli¬ 
ance  with  provisions  of  §418.50<cK2). 
It  shall  also  review  the  standard  cost, 
and  revise  it  as  needed,  for  the  follow¬ 
ing  cost  accounting  period  in  accor¬ 
dance  with  provisions  of  §418.50(eK2). 

(h)  Contractor  H  maintains  five  ser¬ 
vice  centers,  each  of  which  provides 
services  to  other  service  centers  and  to 
other  cost  objectives.  Contractor  H  al¬ 
locates  none  of  the  costs  of  each  of 
these  service  centers  to  other  service 
centers,  but  allocates  all  of  these  costs 
only  to  other  cost  objectives.  This 
practice  is  not  in  accordance  with  pro¬ 
visions  of  §  418.50(dK2),  unless  Con¬ 
tractor  H  can  demonstrate  that  its 
practice  does  not  result  in  a  materially 
different  allocation  of  cost  to  final 
cost  objectives,  as  provided  for  in 
§418.50(dKl). 

§  418.70  Exemptions. 

None  for  this  Cost  Accounting  Stan¬ 
dard. 

S  418.80  Effective  date. 

(a)  The  effective  date  of  this  Stan¬ 
dard  is  [reserved]. 

(b)  This  Standard  shall  be  followed 
by  each  contractor  on  or  after  the 
start  of  his  next  cost  accoimting 
period  beginning  after  the  receipt  of  a 
contract  to  which  this  Cost  Account¬ 
ing  Standard  is  applicable. 


PART  419— ALLOCATION  OF  MATE- 
RIAL-RELATED  OVERHEAD  COSTS 

Sec. 

419.10  General  applicability. 

419.20  Purpose. 

419.30  Definitions. 

419.40  Fundamental  requirement. 

419.50  Techniques  for  application. 

419.60  niustratiCHis. 

419.70  Exemptions. 

419.80  EffecUve  date. 

AuTBoamr:  Sec.  719  of  the  Defense  Pro- 
ductiop  Act  of  1950,  as  amended,  Pub.  L.  91- 
379,  50  U.S.C.  App.  2168. 


Actual  costs  of  the  aircraft  service 
center  for  year  197X  amounts  to 
$390,000,  and  result  in  an  unfavorable 
variance  of  $150,000.  Since  the  vari¬ 
ance  is  material.  Contractor  O  dis¬ 
poses  of  it  by  allocating  to  the  above 
cost  objectives  as  follows: 


§  419.10  General  applicability. 

General  applicability  of  this  Cost 
Accounting  Standard  is  established  by 
Section  331.30  of  the  Board’s  regula¬ 
tions  on  applicability,  exemption,  and 
waiver  of  the  requirement  to  include 
the  Cost  Accounting  Standards  con¬ 
tract  clause  in  negotiated  defense 
prime  contracts  and  subcontracts  (4 
CFR  331.30). 


§  419.20  Purp€»se. 

The  purpose  of  this  Cost  Accounting 
Standard  is  to  provide  criteria  for  ac¬ 
cumulating  material-related  overhead 
costs,  and  for  allocating  the  costs  thus 
accumulated  to  final  cost  objectives 
and  other  specified  cost  objectives  of 
the  business  unit  based  on  the  benefi¬ 
cial  or  causal  relationship  between 
such  costs  and  such  cost  objectives. 
Consistent  application  of  these  criteria 
will  improve  cost  allocation. 


§  419.30  Definitions. 

(a)  The  following  are  definitions  of 
terms  prominent  in  this  Standard. 

(1)  Allocate.  To  assign  an  item  of 
cost,  or  a  group  of  items  of  cost,  to  one 
or  more  cost  objectives.  This  term  in¬ 
cludes  both  direct  assignment  of  cost 
and  the  reassignment  of  a  share  from 
an  indirect  cost  pool. 

(2)  Business  unit  Any  segment  of  an 
organization,  or  an  entire  business  or¬ 
ganization  which  is  not  divided  into 
segments. 

(3)  Final  cost  objective.  A  cost  objec¬ 
tive  which  has  allocated  to  it  both 
direct  and  indirect  costs,  and,  in  the 
contractor’s  accumulation  system,  is 
one  of  the  final  accumulation  points. 

(4)  Material-related  overhead  cost 
An  indirect  cost  related  to  an  activity 
or  group  of  activities  for  acquiring, 
handling,  or  controlling  of  required 
materials,  until  the  materials  are  used 
or  consumed  in  the  production  of 


goods  and  services  or  are  sold  without 
processing. 

(5)  Overhead  pool  A  cost  pool  used 
to  accumulate  the  indirect  costs  of  a 
productive  function  or  productive  ac¬ 
tivity. 

S  419.40  Fundamental  requirement 

(a)  When  material-related  overhead 
costs  of  a  business  unit  are  material  in 
amount,  they  shall  be  grouped  in  at 
least  one  separate  material-related 
overhead  pool  for  allocation  to  final 
cost  objectives  and  other  cost  objec¬ 
tives  as  set  forth  in  S419.50(dKl). 
More  than  one  overhead  pool  is  neces¬ 
sary  where  the  material-related  over¬ 
head  costs  in  a  single  pool  are  not  allo¬ 
cated  in  reasonable  proportion  to  the 
use  of  the  separate  material-related 
functions  by  the  final  cost  objectives 
and  other  specified  cost  objectives. 

(b)  ’The  material-related  overhead 
costs  shall  be  allocated  by  means  of  a 
base  which  allocates  the  costs  in  rea¬ 
sonable  proportion  to  their  beneficial 
or  causal  relationships  to  the  final 
cost  objectives  and  other  specified  cost 
objectives. 

§  419.50  Techniques  for  application. 

(a)  Composition  of  a  pool  (1)  A  ma¬ 
terial-related  overhead  pool  shall  in¬ 
clude  (i)  costs  specifically  identified 
with  a  material-related  function,  (il) 
costs  allocated  to  a  material-related 
function  from  other  indirect  cost 
pools,  (ill)  purchase  price  adjustments 
which  are  accounted  for  as  indirect 
costs  in  accordance  with  4  CFR 
411.50(a),  and  (iv)  direct  material  in¬ 
ventory  adjustments  accoimted  for  as 
indirect  costs. 

(2)  Ebcpenses  of  a  home  office  associ¬ 
ated  with  material-related  functions 
which  are  separately  allocated  to  a 
segment  shall  be  included  in  the  seg¬ 
ment’s  material-related  overhead  pool. 

(3)  Nonmaterlal-related  costs  which 
can  be  appropriately  allocated  by  one 
of  the  bases  set  forth  in  paragraph  (c) 
below  may  be  included  with  a  materi¬ 
al-related  overhead  pool  for  allocation 
to  cost  objectives. 

(b)  Number  and  type  of  pools.  A 
single  material-related  overhead  pool 
may  be  used  where  the  costs  can  be  al¬ 
located  to  cost  objectives  in  reasonable 
proportion  to  the  use  of  the  separate 
material-related  functions  by  the  cost 
objectives.  Where  the  cost  allocations 
are  not  in  reasonable  proportion  to 
such  use,  more  than  one  overhead 
pool  shall  be  established.  In  determLa- 
ing  the  number  of  overhead  pools  to 
establish,  the  contractor  shall  consider 
the  use  of  the  separate  material-relat¬ 
ed  functions  by  the  cost  objectives,  the 
significance  of  the  costs  that  would  be 
included  in  each  overhead  pool,  and 
the  significance  of  the  differences  in 
allocations  to  cost  objectives. 

(c)  Selection  and  Composition  of  Al¬ 
location  Base.  (1)  ’The  allocation  base 


Coat  objectives 

Costs  initially 
allocated 

Percentage 

Amount  of 
variance  of 
$150,000  aUocated 

finn  non 

41H 

8V4 

$62,500 

12.500 

25,000 

50,000 

20’000 

_  40.000 

16H 

80,000 

23% 

Tnr*I 

...  240.000 

100 

150,000 

- 
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that  reflects  a  beneficial  or  causal  re¬ 
lationship  between  the  pool  of  costs 
and  the  final  cost  objectives  during  a 
typical  cost  accounting  period  shall  be 
expressed  in  terms  of  either  the  direct 
material  costs,  as  measured  by  4  CFR 
411.50(a)  and  (b).  or  a  physical  charac¬ 
teristic  of  direct  material,  such  as 
number  of  units,  weight  or  volume.  A 
factor  representing  items  of  acquired 
materials  or  services  shall  be  included 
in  an  allocation  base  where  such  items 
benefit  from  or  cause  a  significant  por¬ 
tion  of  the  costs  in  a  material-related 
overhead  pool. 

(2)  If  a  contractor  receives  signifi¬ 
cant  amounts  of  Government-fur¬ 
nished  or  customer-furnished  material 
for  use  in  performing  work  on  final 
cost  objectives,  such  circumstances 
shall  be  considered  in  determining  the 
allocation  base. 

(i)  Where  a  direct  material  cost  base 
is  used  and  the  contractor  and  con¬ 
tracting  officer  agree  on  the  value  of 
the  Govemment-fumished  or  custom¬ 
er-furnished  material,  such  value  shall 
be  included  in  the  base.  Where  a  value 
cannot  be  agreed  upon,  a  direct  mate¬ 
rial  cost  base  may  be  used  only  when 
it  would  not  significantly  distort  the 
allocation  of  the  cost  pool  to  final  cost 
objectives. 

(ii)  Where  the  contractor  cannot 
find  an  appropriate  allocation  base  for 
a  cost  pool  established  in  accordance 
with  paragraph  (b)  above,  the  contrac¬ 
tor  may  make  a  special  allocation  of 
the  material-related  overhead  costs  as¬ 
sociated  with  Govemment-fumished 
or  customer-furnished  materials  to 
final  cost  objectives.  The  amoiint  of 
the  special  allocation  shall  be  ex¬ 
cluded  from  all  material-related  over¬ 
head  pools  and  the  measure,  if  any, 
representing  the  Govemment-fiir- 
nished  or  customer-furnished  materi¬ 
als  shall  be  excluded  from  the  base 
used  to  allocate  these  pools. 

(d)  Allocation  to  cost  objectives.  (1) 
Material-related  overhead  costs  shall 
be  allocated  to  the  following  cost  ob¬ 
jectives: 

(1)  Final  cost  objectives. 

(ii)  Goods  produced  for  stock  or 
product  inventory. 

(iii)  Independent  Research  and  De¬ 
velopment  and  Bid  and  Proposal  pro¬ 
jects. 

(iv)  Cost  centers  used  to  accumulate 
costs  identified  with  a  process  cost 
system  (i.e..  process  cost  centers). 

(V)  Goods  or  services  acquired  or 
produced,  or  both,  for  other  segments 
of  the  contractor,  for  other  cost  objec¬ 
tives  or  service  centers  of  a  business 
unit. 

(vi)  Construction,  fabrication,  better¬ 
ment,  improvement  or  installation  of 
tangible  capital  assets. 

(2)  Where  a  particular  final  cost  ob¬ 
jective  in  relation  to  other  final  cost 
objectives  receives  significantly  more 
or  less  benefit  from  material-related 
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overhead  costs  than  would  be  reflected 
by  the  allocation  of  such  costs  using  a 
base  determined  pursuant  to  para¬ 
graph  (c)  of  this  section,  the  business 
unit  shall  account  for  this  particular 
final  cost  objective  by  a  special  alloca¬ 
tion  from  the  material-related  over¬ 
head  pooKs)  to  the  particular  final 
cost  objective  commensurate  with  the 
benefits  received.  The  amount  of  a 
special  allocation  to  any  such  final 
cost  objective  shall  be  excluded  from 
the  material-related  overhead  pooKs) 
and  the  particular  final  cost  objec¬ 
tive's  allocation  base  data  shall  be  ex¬ 
cluded  from  the  base  used  to  allocate 
this  pool(s). 

(3)  Where  predetermined  rates  are 
used  in  allocating  material-related 
overhead  costs,  significant  amounts  of 
variances  of  a  cost  accoimting  period 
shall  be  allocated  to  the  benefiting 
final  cost  objectives  in  proportion  to 
the  material-related  overhead  costs 
initially  allocated  to  such  final  cost  ob¬ 
jectives. 

§  419.60  Illuatrations. 

(a)  Contractor  A  has  a  home  office 
material-related  function  supporting 
several  segments  of  the  company’s  op¬ 
erations.  The  costs  of  this  function  are 
allocated  to  the  segments  as  separate¬ 
ly  identified  home  office  expenses.  Al¬ 
though  the  allocations  are  significant 
in  amount,  they  are  included  with 
each  segment’s  G&A  expense  pool  for 
allocation  to  final  cost  objectives.  Pur¬ 
suant  to  paragraph  419.50(a)(2)  of  this 
Standard  and  4  CFR  410.50(g),  “Allo¬ 
cation  of  Business  Unit  General  and 
Administrative  Expenses  to  Final  Cost 
Objectives,”  the  separate  allocations 
identified  as  material-related  overhead 
costs  must  be  included  in  the  seg¬ 
ment’s  material-related  overhead  costs 
for  allocation  to  final  cost  objectives. 

(b)  Business  Unit  B  includes  the 
costs  of  its  shipping  function  in  its 
single  material-related  overhead  pool. 
The  base  used  to  allocate  these  com¬ 
bined  costs  is  determined  to  be  the 
same  that  would  be  appropriate  for  al¬ 
locating  the  costs  of  the  shipping 
fimction  and  material-related  over¬ 
head  costs  separately.  Shipping  is  a 
function  at  the  end  of  the  production 
process  and  Is  not  a  material-related 
function  as  this  term  is  defined  in  this 
Standard.  In  accordance  with  the  pro¬ 
visions  of  §  419.50(a)(3),  Business  Unit 
B  may  continue  this  practice  since  the 
costs  of  other  fimctions  may  be  includ¬ 
ed  with  material-related  overhead 
costs  for  allocation  purposes  where 
such  costs  can  be  appropriately  allo¬ 
cated  on  the  same  base  used  for  the 
materal-related  overhead  pool. 

(c)  Business  Unit  C  has  a  significant 
dollar  amount  of  goods  which  are 
shipped  directly  from  the  manufactur¬ 
er  or  supplier  to  the  designee  of  Busi¬ 
ness  Unit  C  and  which  are  not  re¬ 
ceived  or  handled  by  the  Business 
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Unit.  The  Business  Unit  has  detailed 
specifications  for  the  goods  to  be  man¬ 
ufactured,  and  it  maintains  a  source 
inspection  for  the  goods.  Business 
Unit  C  allocates  the  costs  of  the 
source  inspection  directly  to  final  cost 
objectives,  and  accumulates  the  other 
material-related  costs  into  two  over¬ 
head  pools.  One  pool  covers  only  the 
purchasing  function,  because  it  applies 
to  all  material  acquisitions  including 
drop  shipments,  and  is  allocated  on  a 
material  cost  base  consisting  of  all  ma¬ 
terials  acquired.  The  other  pool  con¬ 
tains  the  costs  of  all  material-related 
functions  that  do  not  pertain  to  drop 
shipments  and  is  allocated  on  a  mate¬ 
rial  weight  base.  In  both  cases,  the  al¬ 
location  base  used  reasonably  repre¬ 
sents  the  beneficial  or  causal  relation¬ 
ship  of  the  material-related  functions. 
This  practice  is  in  compliance  with 
S  419.50(b)  of  this  Standard. 

(d)  Business  Unit  D,  as  a  normal 
part  of  its  purchasing  operations,  pro¬ 
cures  significant  amoimts  of  materials 
and  research  and  development  by  sub¬ 
contract.  The  material-related  over¬ 
head  costs,  including  those  for  subcon¬ 
tracted  items,  are  grouped  in  a  single 
material-related  overhead  pool.  The 
allocation  base  for  this  overhead  pool 
is  direct  material  costs  except  that 
costs  of  individual  subcontracts  in 
excess  of  $500,000  are  excluded  from 
the  base.  To  include  all  costs  of  sub¬ 
contracted  materials  in  the  base  would 
result  in  allocations  to  final  cost  objec¬ 
tives  that  are  disproportionate  to  the 
use  of  the  material-related  functions. 
In  accordance  with  this  Standard, 
Business  Unit  D  must  either  find  an 
appropriate  base  pursuant  to 
§  419.50(c)  or  establish  more  than  one 
cost  pool  as  provided  for  in  §  419.50(b). 

(e)  Brisiness  Unit  E  groups  all  mate- 
rial-related  overhead  costs  into  one 
overhead  pool  and  allocates  the  pooled 
costs  on  the  basis  of  the  cost  of  mate¬ 
rials  acquired.  In  the  contractor’s  op¬ 
erations,  materials  procured  by  major 
subcontracts  do  not  benefit  from  or 
cause  costs  of  receiving  and  subse¬ 
quent  material-related  functions  pro¬ 
portionate  to  their  base  element.  In 
addition,  the  material-related  over¬ 
head  costs  associated  with  major  sub¬ 
contracts  is  a  significant  portion  of 
total  material-related  overhead  costs. 
Under  these  circumstances,  the  provi¬ 
sions  of  this  Standard  do  not  permit  a 
single  material-related  overhead  pool. 
Business  Unit  E  must  establish  more 
than  one  material-related  overhead 
pool  in  accordance  with  §  419.50(b). 

(f)  Business  Unit  F  has  a  significant 
volume  of  Govemment-fumished  ma¬ 
terials  on  a  recurring  basis.  The  Busi¬ 
ness  Unit  has  two  material-related 
overhead  pools,  both  of  which  are  allo¬ 
cated  on  a  direct  material  cost  base. 
One  overhead  pool  is  for  the  costs  of 
the  piirchasing  fimction,  which  per¬ 
forms  little  effort  in  behalf  of  Govem- 


16,  1978 


! 


11124 


PROPOSED  RULES 


ment-furnlshed  materials,  and  is  alio* 
cated  on  the  basis  of  the  cost  of  direct 
material  purchased.  The  second  over¬ 
head  pool  contains  the  costs  of  receiv¬ 
ing  and  subsequent  material-related 
functions  which  perform  significant 
effort  on  Qovemment-fumished  mate¬ 
rials.  The  direct  material  cost  base  for 
this  second  overhead  pool  includes  the 
prices  that  have  been  agreed  to  by  the 
contracting  officer  of  the  Oovem- 
ment-fumished  materials.  This  prac¬ 
tice  is  hi  compliance  with 
8419.50(cX2). 

(g)  Business  Unit  O  has  one  materi- 
pj-related  overhead  pool  and  uses 
number  of  units  of  material  as  an  allo¬ 
cation  base.  A  recently-awarded  con¬ 
tracts  for  three  different  subas¬ 
semblies  to  be  acquired  by  several  con¬ 
tracts.  Acquiring  materials  by  subcon¬ 
tract  is  a  nonrecurring  activity.  Be¬ 
cause  of  the  nonrecurring  nature  of 
subcontracting  and  the  disproportion¬ 
ate  allocations  resulting  from  a  single 
overhead  pool  in  this  situation.  Busi¬ 
ness  Unit  O  negotiates  with  the  con¬ 
tracting  officer  a  special  allocation  for 
application  to  the  special  subcontract¬ 
ed  materials.  This  practice  is  in  com¬ 
pliance  with  9  419.50<dK2). 

9  419.70  Exemptions. 

This  Standard  shall  not  apply  to 
contractors  who  are  subject  to  the  pro¬ 
visions  of  Federal  Management  Circu¬ 
lar  73-8  (Cost  Principles  for  Educa¬ 
tional  Institutions)  or  Circular  74-4 
(Principles  for  Determining  Costs  Ap¬ 
plicable  to  Grants  and  Contracts  with 
State  and  Local  Governments). 

9419A0  EffccUve  date. 

(a)  The  effective  date  of  this  stan¬ 
dard  is - (reserved). 

(b)  This  Standard  shall  be  followed 
by  each  contractor  on  or  after  the 
start  of  his  next  cost  accounting 
period  beginning  after  the  receipt  of  a 
contract  to  which  this  Cost  Account¬ 
ing  Standard  is  applicable. 


PART  420— AUOCATION  OF  MANU- 
FACTURING,  ENGINEERING  AND 
COMPARABLE  OVERHEAD  COSTS 

Sec. 

420.10  General  applicability. 

430.20  Purpose. 

430A0  Definitions. 

420.40  Fundamental  requirement. 

420A0  Techniques  for  application. 

430.60  niustrations. 

430.70  Exemptions. 

430.80  EffecUve  date. 

Autbchutt:  Sec.  719  of  the  Defense  Pro¬ 
duction  Act  of  1950,  as  amended.  Pub.  L.  91- 
370.  so  UA.C.  App.  2168. 

9  420.10  General  applicability. 

General  iqiplicability  of  this  Cost 
Accounting  Standard  is  established  by 
Section  331.80  of  the  Board’s  regula¬ 
tions  on  iqiplicability,  exemption,  and 


waiver  of  the  requirement  to  include 
the  Cost  Accounting  Standards  con¬ 
tract  clause  in  negotiated  defense 
prime  contracts  and  subcontracts  (4 
CFR  331.30). 

9  420.20  Purpose. 

The  purpose  of  this  Cost  Accounting 
Standard  is  to  provide  criteria  for  ac¬ 
cumulating  manufacturing,  engineer¬ 
ing  and  comparable  overhead  costs, 
and  for  allocating  the  costs  thus  accu¬ 
mulated  to  final  cost  objectives  and 
other  specified  cost  objectives  of  a 
business  unit  based  on  the  beneficial 
or  causal  relationship  between  such 
costs  and  such  cost  objectives.  Consis¬ 
tent  application  of  these  criteria  will 
improve  cost  iJlocation. 

9  420.30  Definitions. 

(а)  The  following  are  definitions  of 
terms  prominent  in  this  Standard. 

(1)  Allocate.  To  assign  an  item  of 
cost,  or  a  group  of  items  of  cost,  to  one 
or  more  cost  objectives.  This  term  in¬ 
cludes  both  direct  assignment  of  cost 
and  the  reassignment  of  a  share  from 
an  indirect  cost  pool. 

(2)  Business  Unit  Any  segment  of 
an  organization  or  an  entire  business 
organization  which  is  not  divided  into 
segments. 

(3)  Final  Cost  Oltjective.  A  cost  ob¬ 
jective  which  has  allocated  to  it  both 
direct  and  indirect  costs,  and,  in  the 
contractor’s  accumulation  system,  is 
one  of  the  final  accumulation  points. 

(4)  Overhead  Pool  A  cost  pool  used 
to  accumulate  the  indirect  costs  of  a 
productive  function  or  productive  ac¬ 
tivity. 

(5)  Productive  Activity.  A  manufac¬ 
turing  operation,  such  as  machining, 
assembling  and  heat  treating  in  the 
manufacturing  function;  an  engineer¬ 
ing  operation  such  as  designing,  draft¬ 
ing,  testing  and  evaluating  in  the  engi¬ 
neering  function;  and  comparable 
opertions  such  as  base  maintenance 
and  support,  communication  services, 
training,  and  field  engineering  and 
technical  services. 

(б)  Productive  Function.  A  produc¬ 
tive  activity  or  a  group  or  related  pro¬ 
ductive  activities  such  as  manufactur¬ 
ing  and  engineering. 

9  420.40  Fundamental  requirement 

(a)  Manufacturing,  engineering  and 
comparable  overhead  costs  of  a  busi¬ 
ness  unit  shall  be  grouped  in  one  or 
more  overhead  pools  for  allocation  to 
final  cost  objectives  and  other  cost  ob¬ 
jectives  as  set  forth  in  9420.5(KdKl). 
More  than  one  overhead  pool  is  neces¬ 
sary  where  the  manufacturing,  engi¬ 
neering  and  comparable  overhead 
costs  in  a  single  pool  are  not  allocated 
in  reasonable  proportion  to  the  use  of 
the  separate  productive  functions  or 
activities  by  the  final  cost  objectives 
and  other  specified  cost  objectives. 

(b)  ’The  overhead  costs  to  each  pool 
shall  be  aUocated  by  means  of  a  base 


which  allocates  the  costs  to  reasonable 
proportion  to  their  beneficial  or  casual 
relationships  to  the  final  cost  objec¬ 
tives  and  other  specified  cost  objec¬ 
tives. 

9  420.50  Techniques  for  application. 

(a)  Number  and  Type  of  Pools.  (1)  A 
business  unit  may  group  its  overhead 
costs  to  a  single  overhead  pool  if: 

(1)  It  performs  only  one  productive 
function  (e.g.  manufacturing)  and  the 
productive  activities  of  that  function 
are  performed  to  about  the  same  pro¬ 
portions  on  cost  objectives;  or 

(ii)  It  performs  two  or  more  produc¬ 
tive  functions  but  one  of  the  functions 
(e.g.  manufacturing)  constitutes  the 
primary  function,  the  other 
function(s)  (e.g.  engineering)  is  to  sup¬ 
port  of  the  primary  function,  and  the 
productive  activities  of  the  primary 
function  are  performed  to  about  the 
same  proportions  on  cost  objectives. 

(2)  A  business  unit  shall  group  its 
overhead  costs  to  productive  function 
overhead  pools  if  the  business  unit 
performs  two  or  more  productive  func¬ 
tions  (e.g.  manufacturing  and  engi¬ 
neering)  disproportionately  on  cost  ob¬ 
jectives. 

(3)  A  business  unit  shall  group  its 
overhead  costs  to  productive  activity 
overhead  pools  if  the  business  unit 
performs  several  productive  activities 
(e.g.  machining  and  assembling)  of  a 
productive  function  disproportionately 
on  cost  objectives.  The  overhead  costs 
applicable  to  two  or  more  such  produc¬ 
tive  activities,  however,  may  be  com¬ 
bined  it  the  resultant  allocation  to 
cost  objectives  is  substantially  the 
same  as  if  the  costs  of  each  productive 
activity  were  allocated  by  separate 
pools. 

(4)  Where  predetermined  rates  are 
used  to  allocating  overhead  costs,  sig¬ 
nificant  amounts  of  variances  of  a  cost 
accounting  period  shall  be  allocated  to 
the  benefiting  cost  objectives  to  pro¬ 
portion  to  the  overhead  costs  initially 
aUocated  to  such  cost  objectives. 

(b)  Composition  of  a  Pool  (1)  An 
overhead  pool  of  manufacturing,  engi¬ 
neering  or  comparable  overhead  costs 
shaU  include  the  foUowing: 

(1)  Costs  specifically  identified  with 
the  appropriate  overhead  pooKs). 

(ii)  Costs  aUocated  to  the  appropri¬ 
ate  overhead  pooKs)  from  other  indi¬ 
rect  cost  pools. 

(iU)  Expenses  of  a  home  office  asso¬ 
ciated  with  specific  functions  or  activi¬ 
ties  separately  aUocated  to  a  segment. 

(2)  An  overhead  pool  shaU  exclude 
the  costs  related  to  special  faculties 
(e.g.  wind  tunnels,  space  chambers  and 
reactors)  whose  total  operating  cost  is 
material  to  amount  and  which  is  used 
to  the  production  of  goods  or  services 
on  some,  but  not  all.  cost  objectives  to 
which  the  pool  is  aUocated.  Similarly, 
an  overhead  pool  shaU  exclude  any 
other  costs  which  cannot  be  aUocated 
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oy  one  of  the  allocation  bases  set  forth 
in  (c)  below.  These  costs  shall  be  ac- 
counted  for  In  accordance  with  4  CFR 
418  (Allocation  of  Service-Center 
Costs). 

(3)  Costs  of  production  management 
and  administration  and  costs  of  pro¬ 
duction  support  inciured  for  the 
common  benefit  of  two  or  more  over¬ 
head  pools  shall  be  allocated  to  the 
appropriate  overhead  pools. 

(c)  Section  and  Composition  of  Al¬ 
location  Base.  The  selection  of  a  par¬ 
ticular  allocation  base  for  any  pool  of 
manufacturing,  engineering  and  com¬ 
parable  overhead  costs  shall  be  guided 
by  the  criteria  set  forth  below. 

(1)  Direct  Labor  Hour  or  Direct 
Labor  Cost  (i)  A  direct  labor  hom* 
base  or  a  direct  labor  cost  base  shall  be 
used,  except  as  provided  in  (2),  (3)  or 
(4)  below.  The  determination  as  to 
which  of  these  bases  to  use  shall  take 
into  accoimt  whether  the  costs  includ¬ 
ed  in  a  pool  are  in  the  aggregate  more 
likely  to  be  related  to  direct  labor 
hours  or  to  direct  labor  costs. 

(11)  A  direct  labor  hour  base  shall  in¬ 
clude  all  hotirs  actually  worked  direct¬ 
ly  on  cost  objectives  (whether  compen¬ 
sated  or  uncompensated). 

(ill)  A  direct  labor  cost  base  shall  in¬ 
clude  the  straight-time  portion  of 
overtime  and  shift  differential  pay.  It 
shall  exclude  the  premium  portion  of 
such  pay,  and  other  special  pay  and 
allowances,  such  as  hazardous  duty 
bonus  and  foreign  duty  bonus. 

(iv)  A  direct  labor  hour  base  shall  be 
used  if  a  business  imlt  imploys  a  sig¬ 
nificant  amount  of  purchased  -labor, 
and  if  such  labor  performs  woiii  under 
the  supervision  and  control  of  the 
business  unit  which  is  substantially 
similar  to  the  work  of  the  business 
unit’s  own  direct  labor  employees;  and 
uses  the  business  unit’s  facilities  and 
equipment  in  substantial  performance 
of  their  work.  The  hours  worked  by 
the  purchased  labor  shall  be  included 
in  a  direct  labor  homr  base. 

(V)  A  direct  labor  hour  base  or  a 
direct  labor  cost  base  shall  exclude  the 
hours  or  labor  costs  of  employees  lent 
to  other  cost  objectives  of  the  business 
unit,  to  other  segments,  or  to  a  home 
office.  Conversely,  a  direct  labor  hour 
base  or  a  direct  labor  cost  base  shall 
include  the  hours  or  labor  costs  of  em¬ 
ployees  borrowed  from  other  cost  ob¬ 
jectives  of  the  business  unit,  from 
otb^  segments,  of  from  a  home  office. 

(2)  Machine  Hour.  A  machine  hour 
base  may  be  used  for  productive  activ¬ 
ity  overhead  pools  if  the  overhead 
costs  are  comprised  predominantly  of 
facility-related  costs,  such  as  depred- 
aUon,  maint«iance  and  utilities.  A  ma¬ 
chine  hour  base  may  be  used  for  a 
single  pool  or  a  productive  fimction 
pool  only  if  the  machines  used  are 
similar  in  the  operations  performed 
and  are  used  in  about  the  same  pro¬ 
portions  on  cost  objectives. 


(3)  Prime  Cost  or  Total  Direct  Cost 
A  prime  cost  (direct  labor  and  direct 
material  costs)  base  or  a  total  direct 
cost  (direct  labor,  direct  material  and 
other  direct  costs)  base  may  be  used  if 
the  constituent  elements  of  prime 
costs  or  total  direct  costs  are  in  about 
the  same  proportions  among  the  cost 
objectives. 

(4)  Physical  Output  An  allocation 
base  representing  the  number  of  units, 
weight  or  volume  of  physical  output  of 
the  cost  objectives  may  be  used  if  the 
business  unit  produces  only  homogen¬ 
eous  goods  in  large  qiuuitities. 

(d)  Allocation  to  Cost  Objectives.  (1) 
Manufacturing,  engineering  and  com¬ 
parable  overhead  costs  shall  be  allo¬ 
cated  to  the  following  cost  objectives: 

(1)  Final  cost  objectives. 

(ii)  Goods  produced  for  stock  or 
product  inventory. 

(ill)  Independent  Research  and  De¬ 
velopment  and  Bid  and  Proposal  pro¬ 
jects. 

(iv)  Cost  centers  used  to  accumulate 
costs  Identified  with  a  process  cost 
system  (i.e.,  process  cost  centers). 

(V)  Goods  or  services  produced  for 
other  segments  of  the  contractor,  and 
for  other  cost  objectives  or  service  cen¬ 
ters  of  a  business  unit. 

(vi)  Construction,  fabrication,  better¬ 
ment,  improvement,  or  installation  of 
tangible  capital  assets. 

(2)  Where  a  particular  final  cost  ob¬ 
jective  in  relation  to  other  final  cost 
objectives  receives  significantly  more 
or  less  benefit  from  overhead  costs 
than  would  be  reflected  by  the  alloca¬ 
tion  of  such  costs  using  a  base  deter¬ 
mined  pursuant  to  paragraph  (c)  of 
this  section,  the  business  unit  shall  ac¬ 
count  for  this  particular  final  cost  ob¬ 
jective  by  a  special  allocation  from  the 
applicable  overhead  pooKs)  to  the  par¬ 
ticular  final  cost  objective  commensur¬ 
ate  with  the  benefits  received.  ’The 
amount  of  a  special  allocation  to  any 
such  final  cost  objective  shall  be  ex¬ 
cluded  from  the  overhead  pooKs)  and 
the  particular  final  cost  objective’s  al¬ 
location  base  data  shall  be  excluded 
from  the  base  used  to  allocate  this 
pool(s). 

§  420.60  Illustrations. 

(a)  Business  Unit  A.  performing 
under  a  number  of  Government 
supply  contracts,  maintains  a  single 
overhead  pool.  Business  Unit  A  per¬ 
forms  several  manufacturing  activities 
in  about  the  same  proportions  on  its 
contracts. 

Under  these  circumstances,  the  use 
of  the  single  overhead  pool  complies 
with§420.50(aKlKi). 

(b)  Business  Unit  B  maintains  a 
single  overhead  pooL  Business  Unit  B 
produces  several  different  types  of 
goods.  Business  Unit  B  has  some  in¬ 
dustrial  engineering  and  production 
engineering  activities  which  support 
the  manufacturing  function.  Business 


Unit  B’s  single  overhead  pool  complies 
with  S420.5(KaKlKii)  since  the  engi¬ 
neering  activities  are  in  support  of  the 
manufacturing  function. 

(c)  Business  Unit  C  maintains  a 
single  overhead  pool  for  its  production 
department.  Business  Unit  C  has  sub¬ 
stantial  amounts  of  supply  contracts 
as  well  as  substantial  amounts  of  R&D 
contracts.  Manufacturing  and  engi¬ 
neering  functions  are  performed  dis¬ 
proportionately  on  the  supply  con¬ 
tracts  and  the  R&D  contracts.  Under 
these  circumstances.  Business  Unit  C 
must,  in  accordance  with 
S  420.50(aK2),  establish  two  separate 
productive  function  overhead  pools  for 
manufacturing  and  for  engineering 
within  its  production  department  so 
that  the  disproportionate  fimctions 
can  be  appropriately  recognized. 

(d)  Business  Unit  D,  performing 
under  a  number  of  Government  con¬ 
tracts  and  commercial  orders,  main¬ 
tains  a  manufactiuing  overhead  pool. 
Business  Unit  D’s  manufacturing  ac¬ 
tivities  are  performed  disproportion¬ 
ately  on  contracts  and  orders  in  that 
significant  forming,  machining  and  as¬ 
sembling  activities  are  performed  on 
some  contracts,  but  only  assembling 
activities  on  others.  Business  Unit  D 
must,  in  accordance  with 
§420.5(KaK3),  establish  separate  pro¬ 
ductive  activity  overhead  pools  so  that 
the  disproportionate  manufacturing 
activities  can  be  appropriately  recog¬ 
nized. 

(3)  Business  Unit  E  performs  signifi¬ 
cant  scientific  and  engineering  studies, 
including  drafting  and  technical  publi¬ 
cation  activities,  on  a  number  of  RdcD 
contracts  and  IR&D  projects,  and  op¬ 
erates  a  model  shop,  or  a  prototype 
machine  shop,  in  performing  these 
contracts  and  projects.  Business  Unit 
E  maintains  an  engineering  overhead 
pool.  AU  of  the  engineering  activities 
are  performed  on  such  contracts  and 
projects.  Some  contracts  and  projects, 
however,  require  substantially  more 
scientific  and  engineering  studies, 
drafting,  and  use  of  the  model  shop 
than  others,  but  require  little  techni¬ 
cal  publication  activities,  whereas 
others  require  a  substantial  amount  of 
technical  publication  activities  with 
little  of  the  other  engineering  activi¬ 
ties.  Since  the  engineering  activities 
are  performed  disproportionately  mi 
individual  contracts  and  projects. 
Business  Unit  E  must,  in  accordance 
with  $  420.50(aX3).  establish  separate 
productive  activity  overhead  pools  so 
that  the  disproportionate  engineering 
activities  can  be  apprcqiriately  recog¬ 
nized. 

(f)  Business  Unit  F  performs  signifi¬ 
cant  machining  and  assembling  activi¬ 
ties  on  a  niunber  of  Government  con¬ 
tracts  and  commercial  orders.  The  ma¬ 
chining  activity  is  performed  on  all 
work,  while  thr  A.vsembling  activity  is 
performed  or  <  some  work.  Busi- 
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ness  Unit  F  maintains  a  manufactur¬ 
ing  overhead  pool  for  these  activities. 
An  analysis  indicates  that  if  Business 
Unit  F  were  to  establish  separate  pro¬ 
ductive  activity  overhead  pools  for  the 
different  manufactiuing  activities,  the 
use  of  such  pools  would  produce  sub¬ 
stantially  the  same  allocations  to  cost 
objectives  as  those  achieved  by  the 
current  single  manufacturing  over¬ 
head  pool.  Under  these  circumstances. 
Business  Unit  F  is  in  accordance  with 
§  420.50(aX3). 

(g)  Business  Unit  G.  performing 
under  a  number  of  Government  prime 
contracts  and  subcontracts  and  com¬ 
mercial  orders,  has  two  plants  in  the 
same  city.  Both  plants  perform  form¬ 
ing,  machining,  assembling  and  testing 
activities.  The  main  plant,  however, 
performs  imder  Government  con¬ 
tracts,  while  the  other  plant  performs 
under  commercial  orders.  Business 
Unit  G  maintains  two  productive  activ¬ 
ity  overhead  pools;  i.e.  a  manufactur¬ 
ing  overhead  pool  for  the  main  plant 
and  another  manufacturing  overhead 
pool  for  the  second  plant.  Business 
Unit  G’s  two  productive  activity  over¬ 
head  pools  comply  with  $  420.50(aK3). 
Assuming  the  same  facts  as  above 
except  that  the  manufacturing  activi¬ 
ties  at  the  main  plant  are  applied  dis¬ 
proportionately  to  the  cost  objectives. 
Business  Unit  G  must,  in  accordance 
with  9  420.50(aK3),  establish  separate 
productive  activity  overhead  pools  for 
the  main  plant  if  such  pools  would 
produce  substantially  different  alloca¬ 
tions  from  those  achieved  by  the  main 
plant’s  overhead  pool. 

(h)  Business  Unit  H  uses  a  direct 
labor  hour  base  to  allocate  its  engi¬ 
neering  overhead  costs.  Business  Unit 
H  incurred  2  million  hours  of  direct 
labor  hours  during  regular  time  peri¬ 
ods  and  300,000  hours  of  uncompen¬ 
sated  direct  labor  hours  during  over¬ 
time  periods.  Business  Unit  H  must,  in 
accordance  with  9  420.50(cKlKii).  use 
2,300,000  hours  as  its  direct  labor  hoiu* 
base.  If  instead.  Business  Unit  H  uses 
the  direct  labor  cost  base,  and  in¬ 
curred  $100  million  in  dii^t  labor 
costs,  it  should  use  that  amount  as  its 
direct  labor  cost  base. 

(i)  Business  Unit  1  whose  cost  ac¬ 
counting  period  is  the  calendar  year, 
performed  overtime  work  on  certain 
Government  contracts  in  May  and 
June  and  on  certain  commercial  orders 
in  July  and  August.  This  overtime 
work  was  necessary  to  meet  an  acceler¬ 
ated  delivery  schedule  at  the  specific 
request  (and  Business  Unit  I  had  o^ 
tained  the  iqjproval)  of  Government 
and  commercial  customers.  Business 
Unit  I  charged  the  premium  portion  of 
this  overtime  pay  directly  to  the  appli¬ 
cable  Government  contracts  and  com¬ 
mercial  orders  as  part  of  the  direct 
labor  costs.  In  accordance  with 
9420.5(KcXlKiii).  Business  Unit  I  must 
exclude  the  premium  portion  of  the 


overtime  pay  from  its  direct  labor  cost 
allocation  base  if  this  base  is  used  to 
allocate  its  manufacturing  overhead 
costs. 

If  instead.  Business  Unit  I  uses  the 
direct  labor  hour  allocation  base  and 
incurred  30,(XX)  hours  of  overtime 
work  for  which  the  employees  are  to 
be  paid  at  a  time-and-a-half  rate,  the 
number  of  hours  to  be  included  in  the 
allocation  base  should  be  30,0(Xi  hours 
(on  a  straight-time  basis),  not  45,000 
hours. 

(J)  Business  Unit  J  maintains  two 
productive  activity  overhead  pools:  (i) 
an  overhead  pool  for  the  engineering 
work  being  performed  at  its  principal 
place  of  business  and  (ii)  an  overhead 
pool  for  field  engineering  work  at  loca¬ 
tion  X.  Employees  working  at  location 
X  are  paid  hazardous  duty  bonus. 
Business  Unit  J  uses  the  direct  labor 
cost  base  for  allocating  each  of  the 
two  productive  activity  overhead 
pools,  and  treats  the  hazardous  duty 
bonus  as  part  of  the  allocation  base.  In 
accordance  with  9420.50(c)(lXiii), 
Business  Unit  J  must  exclude  the  haz¬ 
ardous  duty  bonus  from  the  direct 
labor  cost  allocation  base  for  the  field 
engineering  overhead  pool  at  location 
X. 

(k)  Biisiness  Unit  K  uses  the  direct 
labor  cost  base  to  allocate  its  engineer¬ 
ing  overhead  costs.  Business  Unit  K 
employs  a  significant  amount  of  pur¬ 
chased  labor  under  the  conditions  de¬ 
scribed  in  9420.50(cXlXiv),  and  treats 
the  costs  of  such  labor  as  “other  direct 
costs."  In  accordance  with  the  above 
cited  provisions,  however.  Business 
Unit  K  must  use  the  direct  labor  hour 
allocation  base  so  that  the  hours 
worked  by  the  purchased  labor  can  be 
appropriately  included  in  the  base. 

§  420.70  Exemptions. 

This  Standard  shall  not  apply  to 
contractors  who  are  subject  to  the  pro¬ 
visions  of  Federal  Management  Circu¬ 
lar  73-8  (Cost  Principles  for  Education 
Institutions)  or  Circular  74-4  (Princi¬ 
ples  for  Determining  Costs  Applicable 
to  Grants  and  Contracts  with  State 
and  Local  Governments). 

9  420.80  Effective  Date. 

(a)  The  effective  date  of  this  Stan¬ 
dard  is - [reserved]. 

(b)  This  Standard  shall  be  followed 
by  each  contractor  on  or  after  the 
start  of  his  next  cost  accounting 
period  beginning  after  the  receipt  of  a 
contract  to  which  this  Cost  Account¬ 
ing  Standard  is  applicable. 

PART  421— COST  ACCOUNTING 

STANDARD  ALLOCATION  OF  INDI- 
REa  COSTS 

Sec. 
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Authoritt:  Sec.  719  of  the  Defense  Pro¬ 
duction  Act  of  1950,  as  amended.  Pub.  L.  91- 
379,  50  U.S.C.  App.  2168. 

9  421.10  General  applicability. 

General  applicability  of  this  Cost 
Accounting  Standard  is  established  by 
Section  331.30  of  the  Board’s  regula¬ 
tions  on  applicability,  exemption,  and 
waiver  of  the  requirement  to  include 
the  Cost  Accoimting  Standards  con¬ 
tract  clause  in  negotiated  defense 
prime  contracts  and  subcontracts  (4 
CFR  331.30). 

9  421.20  Purpose. 

’The  purposes  of  this  Cost  Account¬ 
ing  Standard  are  (1)  to  provide  criteria 
for  the  accumulation  of  indirect  costs 
in  indirect  cost  pools  and  (2)  to  pro¬ 
vide  guidance  relating  to  the  selection 
of  allocation  measures  based  on  the 
beneficial  or  causal  relationship  be¬ 
tween  an  indirect  cost  pool  and  cost 
objectives.  Consistent  application  of 
these  criteria  and  guidance  will  im¬ 
prove  cost  allocation  for  those  items  of 
indirect  cost  not  covered  by  a  specific 
Cost  Accounting  Standard. 

9  421.30  Definitions. 

(a)  The  following  are  definitions  of 
terms  prominent  in  this  Standard. 

(1)  Allocate.  To  assign  an  item  of 
cost,  or  a  group  of  items  of  cost,  to  one 
or  more  cost  objectives.  ’This  term  in¬ 
cludes  both  direct  assignment  of  cost 
and  the  reassignment  of  a  share  from 
an  indirect  cost  pool. 

(2)  Indirect  cost  Any  cost  not  direct¬ 
ly  identified  with  a  single  final  cost  ob¬ 
jective,  but  identified  with  two  or 
more  final  cost  objectives  or  with  at 
least  one  intermediate  cost  objective. 

(3)  Indirect  cost  pool  A  grouping  of 
incurred  costs  identified  with  two  or 
more  cost  objectives  but  not  identified 
specifically  with  any  final  cost  objec¬ 
tive. 

9  421.40  Fundamental  requirement 

(a)  Indirect  costs  shall  be  accumulat¬ 
ed  in  homogeneous  indirect  cost  pools 
for  allocation  to  cost  objectives. 

(b)  Costs  accumulated  in  a  homogen¬ 
eous  indirect  cost  pool  shall  be  allocat¬ 
ed  by  means  of  a  base  which  allocates 
the  costs  in  reasonable  proportion  to 
the  beneficial  or  causal  relationship 
which  exists  between  a  specific  indi¬ 
rect  cost  pool  and  the  cost  objectives. 

9  421.50  Techniques  for  application. 

(a)  Indirect  cost  pools.  (1)  To  be  a 
homogeneous  indirect  cost  pool,  the 
pool  may  include  only  the  costs  of  an 
activity  or  activities  which  have  the 
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same  or  a  similar  beneficial  or  causal 
relationship  to  the  cost  objectives. 

(2)  Costs  of  an  activity  shall  be  sepa¬ 
rately  pooled  whenever  there  is  no 
other  activity  which  has  the  same  or  a 
similar  beneficial  or  causal  relation¬ 
ship  to  cost  objectives. 

(3)  The  costs  of  an  activity  may  be 
combined  with  costs  of  other  activities 
or  other  indirect  cost  pools  if  the  re¬ 
sultant  allocation  to  each  final  cost 
objective  is  substantially  the  same  as 
it  would  be  if  the  cost  were  allocated 
separately. 

(b)  Hierarchy  of  allocation  mea¬ 
sures.  (1)  The  preferred  representation 
of  the  relationship  between  the  indi¬ 
rect  cost  pool  and  the  benefiting  cost 
objectives  is  a  measure  of  resource 
consumption  of  the  activity  or  activi¬ 
ties  represented  by  the  indirect  cost 
pool.  When  there  is  a  direct  and  de¬ 
finitive  relationship  between  the  activ¬ 
ity  or  activities  represented  by  the  in¬ 
direct  cost  pool  and  the  benefited  cost 
objectives,  a  single  unit  of  measure 
shall  generally  represent  the  consump¬ 
tion  of  resources  in  performance  of 
the  activities  represented  by  the  indi¬ 
rect  cost  pool.  Measures  of  resource 
consumption  ordinarily  can  be  ex¬ 
pressed  in  such  terms  as  labor  hours, 
machine  hours,  or  other  consumption 
measures.  Accordingly,  these  indirect 
cost  pools  shall  be  allocated  by  use  of 
a  rate,  such  as  a  rate  per  labor  hoiir,  a 
rate  per  machine  hour,  or  other  con¬ 
sumption  rate  of  the  support  activity. 

(2)  Where  consumption  measures 
are  unavailable  or  impractical  to  ascer¬ 
tain,  the  basis  for  allocation  can  be  a 
measurement  of  the  output  of  the  ac¬ 
tivity  or  activities  represented  by  the 
indirect  cost  pool.  Thus,  the  output 
shaU  become  a  substitute  measure  for 
the  use  of  resources  where  direct  mea¬ 
surement  of  use  is  impractical.  Output 
can  be  measured  in  terms  of  units  of 
end  product  produced  by  the  activi¬ 
ties,  as  for  example,  number  of  printed 
pages  for  a  print  shop  or  number  of 
purchase  orders  processed  by  a  pur¬ 
chasing  department. 


(3)  Where  neither  resource  con¬ 
sumption  nor  output  of  the  activities 
can  be  measured  practically,  a  surro¬ 
gate  shall  be  used  to  measure  the  re¬ 
source  used.  Surrogates  used  to  repre¬ 
sent  the  relationship  generally  mea¬ 
sure  the  activity  of  the  cost  objective 
receiving  the  service  and  should  vary 
in  proportion  to  the  services  received. 
An  example  of  a  surrogate  base  may 
be  number  of  personnel  served  by  a 
personnel  department.  Niunber  of  per¬ 
sonnel  served  may  reasonably  repre¬ 
sent  the  use  of  resources  of  the  per¬ 
sonnel  function  for  the  cost  objectives 
receiving  the  service,  where  this  base 
varies  in  proportion  to  the  services 
performed. 

(4)  Indirect  cost  pools  which  cannot 
readily  be  allocated  on  measures  of 
specific  beneficial  or  causal  relation¬ 
ship  generally  represent  the  cost  of 
overall  management  activities.  Such 
costs  do  not  have  a  direct  and  defini¬ 
tive  relationship  to  the  benefiting  cost 
objectives.  These  costs  should  be 
grouped  in  relation  to  the  activities 
managed  and  the  base  selected  to  mea¬ 
sure  the  allocation  of  these  indirect 
costs  to  cost  objectives  should  be  a 
base  representative  of  the  entire  activ¬ 
ity  managed.  For  example,  the  total 
cost  of  plant  activities  managed  might 
be  a  reasonable  base  for  allocation  of 
general  plant  indirect  costs.  The  use  of 
a  portion  of  a  total  activity,  such  as 
direct  labor  costs  or  direct  material 
cost  only,  as  a  substitute  for  a  total  ac¬ 
tivity  base,  is  acceptable  only  if  the 
base  is  a  good  representative  of  the 
total  activity  being  managed. 

§  421.60  Illustrations. 

(a)  Contractor  A  accumulates  costs 
of  activities  relating  to  building  depre¬ 
ciation.  building  maintenance,  and 
heat  and  light  in  separate  accounts. 
Inasmuch  as  each  activity  has  the 
same  or  a  similar  beneficial  or  causal 
relationship  to  the  cost  objectives  oc¬ 
cupying  space.  Contract  A  combines 
the  costs  accumulated  in  the  three  ac¬ 
counts  into  one  indirect  cost  pool  for 


allocation  to  these  cost  objectives. 
Contractor  A’s  practice  is  in  compli¬ 
ance  with  provisions  of  §  421.50(aKl). 

(b)  Ccmtractor  B  has  all  its  oper¬ 
ations  in  one  building.  Three  indirect 
cost  pools  are  used  to  accumulate  indi¬ 
rect  costs  for  allocation  to  final  cost 
objectives;  a  general  administrative 
pool,  a  manufacturing  overhead  pool 
and  an  engineering  overhead  pool.  Oc¬ 
cupancy  costs  are  accumulated  and  in¬ 
cluded  in  the  manufacturing  overhead 
pool.  Occupancy  costs  benefit  all  three 
functions  for  which  the  contractor  has 
established  overhead  pools,  whereas 
the  other  activities  in  the  manufactur¬ 
ing  overhead  pool  benefit  only  the 
manufacturing  function.  Therefore, 
occupancy’s  relationship  to  final  cost 
objectives  is  different  from  the  rela¬ 
tionship  of  the  other  activities  includ¬ 
ed  in  the  manufactiiring  overhead 
pool.  The  costs  of  occupancy  must  be 
separately  pooled  for  allocation  to  cost 
objectives  (see  §421.S0(a)(2)).  Howev¬ 
er,  if  the  resultant  allocation  to  each 
final  cost  objective  would  be  substan¬ 
tially  the  same  with  occupancy  costs 
included  in  the  manufacturing  over¬ 
head  pool,  then,  as  provided  for  in 
§  421.50(a)(3),  Contract  B  may  contin¬ 
ue  his  present  practice. 

§  421.70  Exemptions. 

None  for  this  Cost  Accoimting  Stan¬ 
dard. 

§  421.80  Effective  date. 

(a)  The  effective  date  of  this  Stan¬ 
dard  is  [reserved]. 

(b)  This  Standard  shall  be  followed 
by  each  contractor  on  or  after  the 
start  of  his  next  cost  accounting 
period  beginning  after  the  receipt  of  a 
contract  to  which  this  Cost  Account¬ 
ing  Standard  is  applicable. 

Axithority:  Sec.  719  of  the  Defense  Pro¬ 
duction  Act  of  1950,  as  amended.  Pub.  L.  91- 
379,  50  U.S.C.  App.  2168. 

Arthur  Schoenhaut, 
Executive  Secretary. 

[FR  Doc.  78-7052  FUed  2-15-78;  8:45  am] 
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